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Prize Essay
THE PRINCIPLES WHICH SHOULD GOVERN THE DE
TERMINATION OF CAPITAL AND THE AMOUNTS
AVAILABLE FOR DISTRIBUTION OF DIVIDENDS
IN THE CASE OF CORPORATIONS, WITH SPECIAL
REFERENCE TO THE SYSTEM OF CAPITAL STOCKS
WITHOUT A PAR VALUE
(Continued from The Journal of Accountancy for May, 1924)

By S. Gundelfinger
CHAPTER V

Sources

of the

Balance-Sheet

We have seen in Chapter HI, that the balance sheet is a
condensed statement of the financial position of a business at a
given moment of time, as reflected by the ledger. The ledger,
therefore, is the immediate source from which the balance-sheet
is prepared and with which it must agree both quantitatively and
qualitatively.
The ledger, however, although useful and necessary for other
purposes, is merely a convenient means for building up the
ultimate structure—the balance-sheet. Mediately, therefore,
the sources of the balance-sheet are identical with the sources of
the entries the result of which constitutes the ledger. These
sources are:
1. Original financial position;
2. Transactions;
3. Changes in financial position not due to transactions.
Where original financial position is established as a result of a
transaction as, for example, in the organization of a corporation
by subscriptions to capital stock, it is not an independent source
of the balance-sheet. In such cases, the sources consist only of
those comprised under 2 and 3.
Upon correct interpretation of all transactions depends, to a
great extent, the accuracy of the balance-sheet. A transaction
involving income is usually recognized without difficulty; but
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whether a transaction involving an expenditure does or does not
affect capital is sometimes difficult to determine. A typical
instance is afforded in the case of expenditures incurred by a
corporation in the process of organization, such as expenditures
for attorneys’ fees, fees paid to the state, engraving of stock
certificates and the like. Unless the shares of capital stock have
been sold at a premium sufficient to cover these expenditures,
they will, if not treated as assets, involve an impairment of the
capital stock before the corporation has even embarked upon its
course. Yet the fact that an expenditure involves impairment of
the capital stock is not sufficient reason for treating it as one
leaving the capital stock intact. American practice, which
consists in listing such expenditures as separate balance-sheet
items, is founded upon the justifiable argument that they repre
sent in effect all or part of the cost of the corporate franchise.
The particular use value of the object of these expenditures is,
however, generally considered of limited duration; hence the
amount is usually amortized during the early years of corporate
existence.
Interest paid or accrued on outstanding bonds issued for the
purpose of constructing a use element is normally an expense
reducing the capital of the business. But the amount of interest
paid or accrued during the period of construction, while no
revenue is being derived from the object under construction, is
properly regarded as part of the cost of construction.
In some cases it may be doubtful if an expenditure incurred for
the express purpose of acquiring a use element will ever be
rewarded by the materialization of its object. Of such a nature
are many of the expenditures for experiments conducted in search
of new inventions. Careful consideration of the degree of success
or failure which is likely to attend such experiments must in each
case decide the extent, if any, to which such expenditures may be
given recognition in the balance-sheet.
Expenditures of the latter type are in the nature of deferred
charges, a generic term which applies both to expenditures which
eventually materialize into use elements or exchange elements of
a more substantial form and to expenditures representing, at the
moment of time for which the balance-sheet is drawn, the uncon
sumed portion of services receivable. The former resemble work
in progress; the latter either reflect or resemble unexpired termi
nable rights.
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Of this type are such items as unexpired insurance premiums,
prepaid rent and prepaid taxes. They represent the uncon
sumed portion of services paid for prior to the date of the balancesheet. Examples of deferred charges which merely resemble
unexpired terminable rights are unamortized discount on bonds
issued and outstanding and unamortized premium on bonds
purchased. They are sometimes looked upon as offsets and
adjuncts, respectively, of the principal accounts showing bonds
issued and outstanding on the one hand and bonds purchased on
the other. But inasmuch as the liability reflecting the former
and the right represented by the latter are fixed by the redemption
value of the bonds rather than by their proceeds or purchase
price, this aspect is somewhat artificial. Discount and premium
are merely the present values of the difference in interest cost to
the vendor and of interest income to the purchaser of bonds
transferred at a price other than their redemption value. By
amortizing this present value during the remaining life of the
bonds, each accounting period is assigned that measure of burden
or benefit which equitably pertains to it.
Deferred charges have their negative counterpart on the
opposite side of the ledger and balance-sheet in unearned income.
Unearned income represents the commitments of a business
arising from the receipt of income for which services are to be
rendered in the future. Examples are such items as unaccrued
rent, unamortized discount on bonds purchased and unamortized
premium on bonds issued and sold. Whatever is properly a
deferred charge to one party to a transaction is properly un
earned income to the other.
One of the most significant members of this class is the so-called
premium reserve, encountered in the balance-sheets of insurance
companies, notably of the old-line, level premium type. It
represents the excess of the present value of benefits payable in
the future over the present value of the net premiums receivable
in the future under policies in force. By reason of the theoretical
equivalence between premiums and benefits, this excess has been
collected as part of the net premiums received prior to the date of
the balance-sheet and is, therefore, not a reserve, but a liability
of the commitment type. In theory this unearned premium is
equal to the cash surrender value, at the given moment of time,
of the policies in force. It is a requirement of law as well as of
sound finance that the insurer maintain this excess in the form of
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(approved) investments yielding income at a rate equal at least
to the rate of interest used in determining the present values
above mentioned. The practical sufficiency of the value assigned
to this commitment depends upon the care exercised in the selec
tion of risks, the income yield and safety of the investments held
and the standard of the mortality table or tables adopted.
The claims and liabilities arising from unmatured but accrued
income and expenses constitute a further source of the balancesheet. Thus, interest accrued on outstanding obligations up to
the date of the balance-sheet, but payable at a date subsequent
thereto, is a liability which requires to be included in that state
ment of financial status. The same applies, mutatis mutandis,
to accrued interest receivable and like sources of income.
We now have to consider certain sources of the balance-sheet
which, although the result of transactions, are contingent upon
the happening or failure of certain events. They are properly
termed contingent assets and contingent liabilities, respectively,
and, in so far as they arise out of transactions, reflect the possible
results of contracts of assignment, endorsement, suretyship,
guaranty, indemnity and warranty.
*
Contracts of assignment give rise to contingent rights of
recourse upon the assignor by the assignee and to corresponding
and equivalent liabilities of the former to the latter. The
measure of recourse and liability is the consideration received
by the assignor. It is rarely necessary to take these rights and
liabilities into consideration in the preparation of the balancesheet.
Endorsement is a form of restricted guaranty applicable to
negotiable instruments. The holder is entitled to recourse upon
prior endorsers only when the instrument has been promptly
presented for payment and when the endorser has been notified
of its dishonor in a reasonable time. Under like conditions, the
endorser may have recourse upon his predecessors and upon the
promisor or drawee. Apparently, therefore, the inclusion of
these contingencies in the balance-sheet has no effect upon cap
ital, since they offset each other, and for this reason they are
frequently omitted from that statement. The possibility, how
ever, of the doubtful nature of some of the contingent claims in
the event of dishonor of the instrument should not be over
looked. Hence it would seem to us that for the determination
of capital it is necessary to set up a contingent liability covering
423
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at least the amount of the probable final loss to the business from
such transactions. For an estimate of the financial policy of
the business by outsiders, even this is not sufficient, for the in
clusion of such a figure does not disclose the extent to which the
business is involved in similar transactions. This is especially
important in the case of commercial banks, and for this reason
the member banks of the federal-reserve system are required to
state the entire amount of notes and bills rediscounted and out
standing. The decisive factor, in any event, is the correct ap
praisal of the financial responsibility of prior endorsers and
maker.
It is sometimes argued that the disclosure of the extent of such
transactions may create an erroneous impression in the minds
of the uninitiated of the financial stability of a business. For
example, a small country bank will normally have outstanding
a relatively greater amount of rediscounted paper than its more
resourceful sister institution in a big city. To conclude that
the former is less stable than the latter would be erroneous; yet
such would be the natural verdict of those unfamiliar with the
circumstances. That the uninitiated draw no such conclusions
was amply demonstrated in the case of the Comptoir d’Escompte
of Paris, which published the figures representing notes in its
vaults and notes rediscounted regularly for a great number of
years.
From 1848 to 1852, economic conditions in France had become
so much improved that the amount of notes in the vaults and
notes rediscounted stood as follows:
Date
August 31, 1848
June
30,1852

Notes in vault

Notes rediscounted

Frs. 78,350,789
177,693,660

Frs. 59,389,215
None

Subsequently, the institution retrogressed, the corresponding
figures of a later period being

October
October
December
October
December

31,
31,
31,
31,
31,

1878
1882
1882
1887
1887

138,965,514.11
103,482,661. IO
97,932,256.06
96,308,266.31
93,702,628.27

59,144,598.45
81,837,216.54
107,408,510.70
135,654,755.96
154,372,741.19

It should have been obvious, to any one comparing the ratio
of notes in hand and notes rediscounted, that the financial con
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dition of the Comptoir d’Escompte had undergone an alarming
change and that the institution had imposed an excessive strain
upon its credit. So far as is known, however, no one appeared
to recognize the significance of the published statements, with
the result that, when that once proud structure collapsed, the
catastrophe which could have been foreseen caused practically
universal surprise.
However, such isolated cases should not deter us from insisting
upon the truth about the extent of the contingent liabilities in
question. The truth, on the other hand, is not easily ascer
tained. It is not always possible to fix the time at which a con
tingent liability arising from endorsement ceases to exist. Pay
ment of a note on the date of maturity is but rarely brought to
the notice of prior endorsers, and in the event of dishonor, an
uncertain though reasonable time may elapse before a prior
endorser is informed. The lapse of the date of maturity is there
fore no indication that the contingent liability has ceased to
exist. Consequently, the most reliable appraisal of probable loss
may not apply on the date of the balance-sheet.
Contracts creating contingent liabilities without offsetting con
tingent rights are those of surety, guaranty, indemnity and war
ranty. For a discussion of the legal distinction between these
forms of contract the reader is referred to the subject “guaranty”
in Corpus Juris. He should be warned to remember, however,
that what in accounting parlance is called a contingent liability
is, in contemplation of law, often a full-fledged liability, existing
at the very inception of the contract.
Frequently transactions involve bilateral contracts, the execu
tion of which falls into a subsequent accounting period. Such
transactions include, for example, contracts for the future de
livery of merchandise. At the date of the balance-sheet, no
merchandise having been received and no debt having been cre
ated, no mention is usually made of the transaction. It is mani
fest, however, that on that date there exists, not only the right
to the receipt of the merchandise, but also the obligation to pay
for it when delivered. Normally, that right and the correspond
ing obligation are equivalent, but it occasionally occurs that a
decline in the market value of the merchandise has made a loss
certain before the date upon which delivery at the agreed price
must be accepted. If such is the case on the date of the balancesheet, the fact requires recognition and expression in that state
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ment. The converse is not true, for an increase in the market
value of the merchandise implies a value above cost, and we
have seen that the particular exchange value cannot exceed
cost.
Changes in financial position which are not due to transac
tions are of varying nature and may be subject to or partly or
wholly beyond the control of the business enterprise affected.
They manifest themselves as changes in assets or liabilities or both,
and they may be due to accident, design or the processes of nature.
Accidental injury to the person or property of another gives
rise to a liability of the first type; infringement of another’s
patent to one of the second; and depreciation to a diminution of
assets. Peculation and loss by fire, when not covered by insur
ance, likewise reduce the business property.
A special case of change in financial position not due to a trans
action accompanies liquidation, as a result of which all use ele
ments become exchange elements and undergo corresponding
changes in particular value.
The foregoing discussion of the sources of the balance-sheet
concludes our consideration of the principles which should govern
the determination of capital. The development of the principles
which should govern the determination of the amounts available
for distribution of dividends resolves itself into an examination
of how capital should be applied or subdivided. The subdivision
of capital according to applicability, and particularly its applica
bility to the payment of dividends, constitutes the subject
matter of the concluding part of this treatise.

THE PRINCIPLES WHICH SHOULD GOVERN THE
DETERMINATION OF THE AMOUNT AVAIL
ABLE FOR DISTRIBUTION OF DIVIDENDS,
IN THE CASE OF CORPORATIONS
CHAPTER VI
The Principal Divisions of Capital

Capital, as determined in accordance with the principles
formulated in the first part of our investigation, is the measure
of the money value of the excess of all assets over all liabilities
of a given business entity at a given moment of time.
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Although the legal title to all the assets of which it is possessed
is vested in the business entity, the title to a portion thereof,
equivalent to the amount of the liabilities, must eventually be
surrendered in the discharge of those liabilities. Capital, there
fore, measures the value of those assets which will remain after
the discharge of all liabilities. It does not, however, identify
those assets. It merely states that whatever assets may be
specifically applicable to the liabilities, the remaining assets,
however composed, will be worth so much to the particular
business entity. Which of the assets are used to extinguish
liabilities and which are retained in the business is not, however,
a matter of indifference. To identify the assets to be employed
for these opposite purposes and to insure their availability
therefor when needed constitute problems of financial" manage
ment with which our investigation is, in part at least, vitally
concerned.
Among the liabilities which a business entity of the corporate
form may be called upon to discharge are the dividends properly
declared by the corporation. In the absence of fraud, no liability
for dividends exists until they have been properly declared.
But when declared, dividends, like all other liabilities, represent
values not included in capital. Until declared, the amount of
the dividend constitutes a part of and is merged in capital. Thus
the declaration of dividends involves a reduction of capital,
accompanied by a simultaneous and equivalent increase in
liabilities. From this it follows that, whatever may be the
specific asset or assets available for the distribution of dividends
physically, the repository of availability is capital.
While there can be no dividend in the absence of capital, the
existence of capital does not, of itself, render assets available for
distribution of dividends. This is due to a number of reasons,
which are to be sought not only in the specific nature of the
assets and the particular purposes for which they may be in
tended, but also in the artificial nature of the corporate form of
business in general and in the contractual, legal, economic and
financial requirements, restrictions and policies of specific busi
ness entities in particular.
Obviously, if there is a principle or set of principles which can
be made the basis of determining the amount available for dis
tribution of dividends in the case of corporations, that principle
or set of principles must be in harmony, not only with the prin-
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ciples underlying the determination of capital, but also with the
nature and purposes of the elements of the corporate wealth and
with those general and specific requirements, restrictions and
policies to which we have referred.
That the existence of capital is a condition precedent to the
declaration of dividends necessarily implies that dividends cannot
be greater than capital. Dividends may, indeed, equal capital,
and this is always the case in liquidation, when the corporate
existence and activities cease. In all other cases, dividends must
be less than capital.
In the great majority of situations, therefore, the application
of the principle or principles which should govern the determina
tion of the amount available for distribution of dividends will
result in the partition of capital into two principal divisions, viz.:
I. Capital not available for distribution of dividends;
2. Capital available for distribution of dividends.
Capital which is not available for distribution of dividends is
reserved from such distribution and constitutes, therefore, re
served capital. Its component parts are true reserves in con
tradistinction to certain offsets to assets (pseudo-reserves) and
to certain commitments improperly called reserves, such as the
premium reserves already described.
In the determination of capital, it was found necessary to
ascertain the particular values of the several elements of wealth,
both positive and negative, applicable to a given business entity
at a given moment of time, and to find their algebraic sum. In
the determination of the amount available for distribution of
dividends, the values thus ascertained, while fully retaining their
validity and force, are not the only factors to be taken into
consideration.
Dividends can be paid only from assets. We have already seen
that the nature and purposes of some of the assets render them
unavailable for distribution of dividends and that the artificial
nature of the corporate form of business in general and the con
tractual, legal, economic and financial requirements, restrictions
and policies of specific business entities in particular preclude
certain other assets from such use. But since the determination
of capital does not identify the specific assets which may be said
to embody capital, the determination of the amount available
for distribution of dividends cannot proceed from an analysis of
a sharply defined group of assets, but must commence with a
428
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qualitative as well as quantitative analysis of all the assets and of
the relation they bear to corporate requirements. Such analysis
does not necessarily, nor even frequently, divide the assets into
separate groups according to their specific applicability, but it
does establish with a sufficient degree of precision the general,
and in some instances the specific, nature and amount of assets
required and reasonably desirable for corporate purposes other
than the distribution of dividends. It establishes, in short,
practically useful substrata for the amount of the liabilities and
for the amount of reserved capital, subdivided into more or less
sharply defined true reserves, and leaves as a remainder the
amount available for distribution of dividends.
The legal, economic, financial and administrative considera
tions which thus lead to the division of capital into reserved
capital and distributable capital are discussed in succeeding
chapters in connection with the subject of true reserves. They
will illustrate the application of the following principle which
we are now, as a result of the foregoing considerations, able to
enunciate as the principle applicable to the determination of the
amount available for distribution of dividends in the case of
corporations:
The amount available for distribution of dividends in the
case of corporations is equal to that part of the corporate
capital the reservation of which for other corporate purposes
is neither necessary nor reasonably desirable.
To establish a firm basis and explanation of this principle will
be the object of the remaining chapters.

CHAPTER VII

Corporate Purposes
The distinct entity with which bodies corporate are invested by
law has the effect of separating the corporation from the individ
uals composing it and of clothing it with a personality of its own.
In speaking of the applicability of corporate assets for pur
poses other than the distribution of dividends, it must be borne
in mind that those purposes must be purposes of the body cor
porate and not purposes foreign to it, such as those of its officers,
directors or stockholders. They must conform to the legitimate
exercise of the corporate powers and must be dictated solely by
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the interests of the corporation as distinct from those of its
members and others. But purposes they must be. A purpose
less retention of capital may not, in the absence of fraud, be un
lawful, but it does not render the amount so retained unavailable
for distribution of dividends.
The ultimate object for which business corporations are
organized and conducted is profit. All other purposes are sub
ordinate to this ultimate object but in so far as they are conducive
to it are necessary and precedent thereto. Undistributed profit
is measured by the excess value of all assets over the sum of all
liabilities and of the capital contributions made or secured to be
made by the owners. Consequently, assets equivalent at least
to that sum are not available for distribution of dividends and
must be retained in the business.
The necessity for the retention of assets equivalent to liabili
ties and owner’s contribution of capital does not imply that
the assets so retained shall be physically applicable to the dis
charge of those liabilities and to a return of the owner’s con
tribution, except in liquidation. In a going concern, it is suffi
cient that current liabilities be provided for by the retention of
correspondingly liquid assets. Funded debts of remote maturi
ties and debts which, though nearly matured, are about to be
refunded are amply provided for by existing assets of equal
value, regardless of liquidity.
Frequently, however, there exist in connection with funded
debt contractual provisions by which assets in excess of the
amount of the debt are mortgaged or pledged to secure the latter.
Such is the case in mortgage bonds which constitute a lien, not
only on the property acquired from their proceeds, but also on
after-acquired property. Similarly, property mortgaged or
pledged as collateral and exceeding in value the debt secured by
it must be retained in the business while the secured debt remains
unredeemed. In each case, the excess value of the property over
the debt embodies capital, but capital which is not available for
distribution of dividends. Compliance with the terms of its
contract is a corporate purpose which, in the examples cited,
removes otherwise available capital into the sphere of reserved
capital. The excess, therefore, of the value of the property
mortgaged or pledged over the amount of the debt secured by it
is the proper foundation for an equivalent reserve, which it seems
fitting to designate by an appropriate title.
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In practice, the segregation of surplus capital into separately
designated reserves is not met with as regularly as might be
desired. Corporate balance-sheets not infrequently display
under the caption surplus disproportionately large amounts
misleading the uninitiated into the belief that there will be
correspondingly large dividends. In the majority of balancesheets, the item surplus is a smoke screen masking a fleet of
reserves, the nature and purposes of which are only hazily
recognized even by those responsible for the preparation of those
statements.
Thus far we have considered only the effect upon corporate
purposes of contractual provisions connected with liabilities.
Contract may influence corporate purpose similarly with refer
ence to shares in the capital stock, particularly with reference to
preferred shares of stock. These we shall have occasion to con
sider in a succeeding chapter.
Finally, corporate purpose is imposed by certain provisions
of law, of both general and special application, and is dictated by
economic, financial and administrative needs and policies.
To the extent of the liabilities, assets of some description are
tied. Beyond that extent, assets embodying capital are ren
dered unavailable for distribution of dividends either by their
inherent nature or by the operation of law and of contractual
obligations and economic, financial and administrative needs
and policies. The nature and extent of the restrictions placed
upon availability of assets for distribution of dividends by
factors other than and in excess of the amount of the liabilities
measures and identifies the true reserves, the discussion of which
will occupy our attention in the following chapters.

(To be continued)
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